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Saggi ng U.S. gas output sets stage for higher prices

NEW YORK, May 31 (Reuters) -

A steep drop in U S. natural gas output this year could nmean big
price junmps this sunmer and again this winter if the nercury
lingers for long at either end of the thernoneter, industry

anal ysts said.

Despite a huge inventory overhang left after a record mld wnter,
anal ysts said a dramatic slide in production |ast year after
drilling was slowed by a steep fall in prices sets the stage for a
firmprice environnent well into next year

"Demand has been goi ng up and productive capacity has been
declining, and that's an alarmng trend. The storage situation may
take some of the heat off the market, but | think high prices wll
be around for some tinme," said Kevin Petak at consultants Energy
and Environnental Analysis in Virginia.

Pet ak said he expects prices at Henry Hub, the industry's
benchmark pricing point in Louisiana, to average $3.10 per mllion
British thermal units this year before junping to $4.30 in 2003.

SI NKI NG PRODUCTI ON

Many anal ysts said they were shocked by industry data showing a 3
percent first quarter skid fromthe previous quarter and al npost 5
percent froma year ago

And sone said the U S. Energy Information Adm nistration's
forecast for a 2 percent production drop this year was way too
conservative, predicting supplies would slip sone 3 percent to 5
percent.

At the sanme tinme, an econom c upswing is expected to lift gas
consunption by 2 percent to 3 percent, with the |argest gain
comng fromthe record 60,000 nmegawatts of new gas-fired power
generation expected to cone on line this year

Even though mild, late spring weather has recently pulled Hub
prices back into the $3.20s from near $3.80 |last nonth, analysts
said the new gas-fired power generators should tighten the bal ance
this sumrer when air conditioners start hum ng

"We see a tight market this sunmer and winter, and the nmain
factors are the econom c turnaround and i ncreased demand for power
generation," said Mary Menino at Energy Security Analysis (ESAl),
a Massachusetts-based energy research firm

PRI CE SPI KES PGSSI BLE

Even with U. S. gas inventories likely to clinb to a healthy 3.1
trillion cubic feet by the Nov. 1 start of the heating season
anal ysts say sharp price spikes are possible, particularly if

Wi nter gets off to an early start.



TOP

Uilities and big industrial users typically build supplies from
April through October to nmeet w nter heating demand.

Whi | e nost were not | ooking for a repeat of Decenber 2000, when
| ow stocks and a record cold start to winter sent prices soaring
to $10.00, Petak did not rule out a brief spike to that level if
the "right" conditions fall in place.

"If we get a real cold winter, we could see a repeat of 2000-2001
Producers are going to have to run pretty hard to keep up with
demand t hr ough 2004, " he said.

ESAl's Menino expects Hub prices to clinb to $3.80 in the fourth
quarter and average about $3.25 for the year. By 2003, she said

econonmic growth and the start-up of nore gas-fired power plants

coul d push Hub gas to about the $4.00 | evel.

"I don't see $10 gas this winter. W're likely to have ful
storage which we didn't have two years ago, but we could see
spikes if we get severe weather because production will still be
pretty tight," she said.

DRI LLI NG REVI VAL TAKES TI ME

And despite a rising rig count this year as $3.00-plus gas stirs
nore interest in drilling, analysts said it will take a year or
nore to offset the current slunp in production, too late to help
consumers this w nter

"We need 900 gas rigs just to arrest the decline in production,”
said Greg McM chael, vice president at A G Edwards in Denver.

The |l atest data fromoil services firm Baker Hughes showed 725

drilling rigs searching for natural gas, up sharply fromthe early
April low of 591 but well below the 1,030 rigs active |ast year at
this tinme.

McM chael al so said price spikes were possible this year but were
nmore likely to occur during winter, when cold weather and a

| at e-year pickup in industrial demand further tighten the overal
suppl y-denmand bal ance.

Manuf acturi ng accounts for sonme 40 percent of total gas demand.
"We could see a sumer spi ke above $4.00, but there's plenty of
hydro (power) in the Northwest this year to offset the new
gas-fired generation,” MM chael said

"Demand goes away pretty quickly when prices get above $5.00," he
added, noting fertilizer and al um num plants often slow production
or shut when gas prices get too high.
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